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UNI TED STATES BANKRUPTCY COURT
EASTERN DI STRI CT OF M CHI GAN
SOUTHERN DI VI SI ON

I N RE: 175 B.R. 643
M CHAEL CI PPARONE and Case No. 93-43158
GAYLE Cl PPARONE,
Debt or . Chapter 11
/

SUPPLEMENTAL OPI NI ON REGARDI NG NEW VALUE
EXCEPTI ON TO THE ABSOLUTE PRIORITY RULE

Inlnre U S. Truck Co., Inc., 800 F.2d 581 (6th Cir. 1986), the
Court hel d that the stockhol ders of a corporate debtor can, consi stent
withtherequirenment of 11 U. S.C. 8§ 1129(b)(2)(B)(ii),*retaintheir
shar ehol der i nterest by maki ng a contributionto the reorgani zed debt or
t hat i s both substantial and essential.? The Court thus appliedthe
"new val ue" exceptiontothe absolute priority rule. Theissue before
the Court inthe present caseis whether this "newval ue" exception can
apply inthe case of anindividual debtor. The Court hol ds that the

"newval ue" exceptiontothe absolute priority ruleis inapplicable

1 This section provides for confirmation of a plan over the
rejection by a class of unsecured creditors, if, anmong other
requi rements, "the hol der of any clai mor interest that isjunior to
t he cl ai ms of such class w il not receive or retai nunder the plan on
account of such junior claimor interest any property.”

2 The Court relied upon a Suprenme Court case deci ded under the
previ ous Bankruptcy Act, Case v. Los Angel es Lunmber Prods. Co., 308
U.S. 106 (1939).




because t he proposed contri buti on cones fromt he debtors t hensel ves

rat her than from an outside source.?

Debtors M chael and Gayl e Ci pparone are individuals. M.
Ci pparone i s an aut o body repai rman enpl oyed by Dori an Ford. Ms.
Ci pparone is currently unenpl oyed.

In 1991, Ms. Cipparone purchased two TCBY frozen yogurt stores
fromMaconb Delight, Inc. As part of the purchase agreenent, M chael
and Gayl e Ci ppar one execut ed a personal guarantee of the note. The
busi nesses were closed in Novenmber of 1992. The debts are
approxi mately $64, 000 t o secured creditors, $28,300tothel.R S. and
State of M chigan, $341, 000 to Maconb Delight, Inc., an unsecured
creditor, and $33,400 to the other unsecured creditors.*

The pl an of reorgani zati on proposes to pay thel.R S. and state
tax clainms infull, and provi des a base di vi dend of $6, 000 t o unsecur ed
creditors inwhichthey will sharepro rata. Maconb Deli ght voted
agai nst the plan; as aresult of the size of Maconb Delight's claim
t he class of unsecured creditors rejected the plan.

Therefore, the debtors seek to utilize the "cramdown" provi sion

3 Thi s opi ni on suppl enents an opi ni on gi ven i n open court on May
2, 1994.

4 Anmpunts derived fromthe debtor's schedules filed with the
Court.



of 8 1129(b) to obtain confirmation of the plan. They propose to pay
approxi mat el y $46, 000 fromwages and i ncone t ax r ef unds over the si x-
year termof the planinreturn for retai ning approxi mtely $38,000 in
assets. The debtors assert that this infusionof capital intothe plan
satisfies the "newval ue" exceptiontothe absolute priority rul e under
§ 1129(b).

Maconmb Delight, Inc. objects to confirmation of the plan.

Only a fewcases address the i ssue of whet her the "new val ue”
exceptiontothe absolute priority ruleis applicableinchapter 11
cases i nvol ving i ndi vi dual s rat her than corporati ons. These cases
overwhel m ngly hold that if the newval ue exceptionis applicabl e at
all, the court should apply it in an extrenmely narrow fashion.

Inln re East, 57 B.R 14 (Bankr. M D. La. 1985), the court

rej ected the debtor's argunent that because he was insol vent and
creditors would receive nore under the plan then they would in
[ i quidation, the plan should be confirnmed pursuant to 8 1129(b). Wile
t he debt or di d not propose aninjectionof capital to satisfy the new
val ue exceptiontothe absolute priority rule, the court did consider
t he i ssue of what a consuner-debtor m ght have to do to sati sfy t he new

val ue exception:



[Tt mght bethat theinjectionof outsidecapital' would all ow
cramdown i n an individual case. It is easier in acorporate
context to consider the concept of the injection of outside
capital; when an individual is involved, it is difficult to
i magi ne t he source of such funds: perhaps arelative or friend
m ght nmake a gift; perhaps there are other sources.

ld. at 19. The court further stated, "[it] woul d appear, in nost

cases, that . . . 1129(b)(2)(B)(ii) is not avail abl e to i ndividual s."

Inlnre Yasparro, 100 B.R 91 (Bankr. M D. Fla. 1989), the court

observed "on rare occasions wi || an individual Chapter 11 debtor bein
a position to cramdown his unsecured creditors and still retain
property."” Id. at 99.

A recent Pennsyl vani a case, | nre Harman, 141 B. R 878 ( Bankr.

E. D. Pa. 1992), distingui shed between busi ness and consuner debtors
utilizing chapter 11 and the "judge nade" rule of the new val ue

exception. The court stated:

Firstly, . . . the purpose of the new val ue exceptionis to
encour age equi ty hol ders of busi nesses, whowi shtoretaintheir
interests in a debtor who plan(s) [sic] to retain an ongoi ng
busi ness, to make capital contributions necessary to allowthe
debt or - busi ness to survive. . . . [Secondly, in] a Chapter 11
busi ness case, it is assuned that the debtor-business wll
contributeits future earnings to a plan of reorgani zati on. Such
future earnings are not consi dered an aspect of a new val ue
contri bution, but a natural and necessary source of plan fundi ng.
New val ue arises i n business cases only if contributions are
of f ered over and above future earnings. . . . Afinal distinction
bet ween busi ness and consuner debtors ari ses fromthe concept of



a going concern.'" It is often inportant to keep a busi ness
operating, at least until it can be sold, to preserveits " going-
concern' value. . . . Onthe other hand, there are no conparabl e
consi derations which justify keeping the instant Debtors in
Chapter 11. The property owned by t he Debt ors consi sts of Iiquid
assets and consuner goods, such as their residences, for which
there is an avail abl e market. The val ue of such property is
unl i kely to be greatly enhanced or defl ated whether it is sold as
a unit or in individual parcels.

Id. at 886-87. TheHarman court consi dered t he deci si ons of East and

Yasparro, supra, inconcludingthat theonly contributions that could

be consi dered as "outside capital™ inindividual chapter 11 cases are
truly extraordinary contributions fromtotally newoutside sources
unrel ated to t he debtors' day-to-day earnings. Harman, 141 B. R at
888.

The Harman court found that the holding inlnre Henke, 90 B. R

451 (Bankr. D. Mont. 1988) epitom zed the rul e that the contri buti on
had t o be extraordi nary i n order to be consi dered "newval ue."™ Harnan,
141 B. R at 888. |InHenke, afarm business case, the court hel dthat
t he debtor's infusion of a very |arge sum sufficient to pay all
unsecured cl ains, froma sourcetotally unrelatedtothe debtor's farm
oper ations, ®constituted newval ue and served as an exceptiontothe

absolute priority rule.

5 The debtor had i nvented ati m ng devi ce used t o econon ze f uel
intrucks. The incone fromthe patented devi ce had been a sour ce of
substanti al and steady i ncone for the debtor. The debtor proposedto
i nvest into the planthe sumof $40, 000 t o $60, 000 per year fromt he
sal es of the device.



Utimately, the Harnman court questi oned whet her t he newval ue
exception to the absolute priority rule was ever applicable to
i ndi vi dual chapter 11 cases, noting that the only successful use of the
exception was i n Henke, an individual farmer-inventor whose farm
operati on appears to have taken hi mout of the category of consuner

debt or.

Inlight of these cases, this Court finds that M chael and Gayl e
C pparone' s i nfusi on of future earnings andinconetax returnsinthe
anount of $46, 000 over the six-year life of the plan is not a
sufficient infusion of capital to satisfy the "new val ue”
exceptiontothe absolute priority rule. The proposed contri bution
cl early does not conme froman "outsi de" source. Case | awestablishes
that i f the newval ue exceptionto the absolute priority rul e applies
to i ndividual chapter 11 debtors at all, it nmust only be al | owed where
t he i nfusi on of capital conmes froman "outsi de" source. Moreover, the
proposed contri butionis not "extraordi nary" consideringthat, the
total debt is approxi mately $466, 200, t he val ue of the assets which
debtors seektoretainis $38, 000, and t he proposed contri bution of

capital is $46, 000 over six years.

| V.



The Court concludes that thisresult is consistent with, if not

required by, the decision of the Suprene Court in Norwest Bank

Wort hington v. Ahlers, 108 S. Ct. 963 (1988). In that case, the

debt or s owned and operated afam |y farm and sought confirmati on of a
chapter 11 plan that did not provide for full paynment to unsecured
creditors, but didprovide for the debtorstoretaintheir interest in
their assets, includingtheir farm The debtors sought confirmtion
under 11 U. S.C. 8§ 1129(b)(2)(B)(ii), assertingthe newval ue exception
tothe absolute priority rule. The specific contributionthat the
debt ors proposed was their prom se of future |abor and managenent.
The Supremne Court notedinitially that the absolute priorityrule
requi res that a di ssenting class of unsecured creditors nust be paidin
full before any junior class can receive or retain any property under
the plan. 1d. at 966. Thus, the court concluded that the debtors’
plan viol ated the absolute priority rule. After an extended di scussi on

of Case v. Los Angel es Prods. Co., supra, note 2, the court further

concl uded that the debtors' proposed contribution of |abor and
managenent was not an adequate contri butionto escape the absol ute
priority rule. The court held, "Unli ke "noney or noney's worth,' a
prom se of future services cannot be exchanged i n any mar ket for
sonet hing of value to the creditors today." Ahlers at 967.

As inAnhlers, the debtors' planinthe present case viol ates the

absolute priority rule. Nbreover, as inAhlers, the debtors' prom se




of future contri butions fromwages cannot be exchanged i n any nar ket
for sonmet hing of valuetothe creditors today. Indeed, the argunent
for application of the newval ue exceptioninthe present caseis even
weaker than i nAhl ers because, unlike inAhlers, herethe debtors have
no ongoi ng busi ness i n whi ch to i nfuse any "necessary" and "essential "
capi t al

Accordi ngly, the Court concl udes that the cramdown provi si on of
§ 1129(b)(2)(B)(ii) is inapplicableinthis case because the pl an
viol ates the absolute priority rule, and that confirmati on of the

debtors' plan should be denied.

STEVEN W RHODES
Ent er ed: U. S. BANKRUPTCY JUDGE




